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The Louisiana State Employees’ Retirement System (LASERS) is a retirement plan
created by state law to provide retirement benefits for Louisiana state officers and
employees and their beneficiaries. The system had 137,719 members, of which
33,456 are retired, as of June 30, 2004. LASERS’ mission is to improve the
financial security and quality of life of its members and their families.

L A S E R S As directed by Senate Concurrent Resolution Number 14 of the 2004 Regular
Louisians State Emnlees S€8s10N, We examined various aspects of LASERS’ investment activities, including
RelrEmEl SN the system’s asset allocation policy, investment return data, investment manager
fees, selection and monitoring of investment advisors, and corrective actions for underperforming
investment advisors.

Audit Results

o LASERS’ long-term investment return of 8.8% over the past 10 fiscal years has exceeded the
actuarially assumed rate of return of 8.25%. Ten of LASERS’ 17 asset classes have yielded
investment returns for the last 10 years (as of June 30, 2004) above their relevant benchmarks.

e LASERS has developed and implemented an investment policy that allocates system assets by
balancing risks with returns.

e The fees LASERS pays its money managers are lower than the medians of two fee surveys but
higher than the average in a third survey. The fees LASERS pays its consultant and custodian are
significantly lower than a survey’s averages for similarly sized systems.

e LASERS uses competitive, objective procedures with performance based criteria to select
investment managers and the custodian. We were unable to evaluate the selection process for the
system’s consultant because of the length of time (11 years) that has elapsed since it was selected.

o LASERS has properly monitored its investment managers, consultant, and custodian bank.
However, LASERS has no policies in place for a formal annual review of the consultant’s and
custodian’s performance.

o LASERS takes corrective action for poorly performing money managers and for the system’s
custodian bank. LASERS has not needed to take corrective action for its consultant.

e LASERS has invested almost $500 million (7.3% of its portfolio) in alternative investments, as of
June 30, 2004. LASERS’ approximate rates of return, net of fees, as of June 30, 2004, were 11.9%
for private equity (over a five-year period) and 1.58% for absolute return strategies (over a three-
year period).

e LASERS does employ some policies and procedures to avoid conflicts of interest. However, in a
possible violation of the Louisiana Code of Governmental Ethics, we found instances where gifts
were accepted by some of LASERS’ key staff, trustees, and consultant from investment managers.

o LASERS?’ trustees, staff, and consultant have accepted meals from investment managers, the
consultant, and the custodian. The trustees, staff, and consultant are responsible for selecting,
monitoring, and evaluating these same investment managers, consultant, and custodian. Although
such meals are allowed by the Code of Ethics, they may give the appearance of a conflict of
interest.
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How do the Investment Returns for
Different Asset Classes of LASERS
Compare to Relevant Benchmarks?

S LASERS’ investment returns (gross of fees) have exceeded
the system’s actuarially assumed rate of return of 8.25% by
0.55 percentage points over 10 years and by 0.75
percentage points since LASERS began computing returns
with the presently used methodology (in 1990). These
numbers are “gross of fees,” which means that the money
managers’ fees have not been subtracted when computing
the rate of return. Therefore, we could not exactly
determine the degree to which LASERS’ overall return, net
of fees, exceeded the actuarially assumed rate of return.

For the last 10 years (ending on June 30, 2004), LASERS’
investment returns (gross of fees) for 10 of 17 asset classes
were above
relevant
benchmark
indices. The
positive dollar \
impact of returns

for a majority of
asset classes being \\
above their
relevant
benchmarks is approximately $203 million.

RECOMMENDATION

v LASERS should ensure that its investment managers’
returns are presented net of management fees when it is
reviewing investment managerial performance.

Has LASERS Developed and Implemented
an Investment Policy That Allocates
System Assets by Balancing Risks With
Returns on Investments and Ensures
That Investments Are of Sufficient
Quality to Minimize the Risk of Loss of
System Assets?

S LASERS has implemented an investment policy that
allocates system assets by balancing risks with returns on
investment and ensures that investments are of sufficient
quality to minimize the risk of loss.

S LASERS’ investment policy does not ensure that the use
of index funds is formally and regularly evaluated as an
alternative to active management of investments.
However, LASERS does follow this criterion in practice.

To meets its cash needs, LASERS has approximately
$50 to $100 million in its short-term investment fund.
LASERS’ officials estimate that the system needs
operating funds of $12 to $15 million each month.

RECOMMENDATION

v LASERS’ written investment policy should ensure that
the use of index funds as an alternative to active
management is “formally and regularly” evaluated.

Does LASERS Monitor Compliance With
the Asset Allocation Component of the
System’s Established Investment Policy?

S LASERS’ investment policy provides that at least
quarterly, the system’s chief investment officer (CIO)
will examine the portfolio and rebalance any asset class
that is over or under its specified range. LASERS
complies with this policy. On a weekly basis, the CIO
reviews and monitors LASERS’ portfolio and whether
the amounts of investment in asset classes are within their
target range.

All asset classes were within their target ranges, except
for the alternative investment of absolute return
strategies. Its percentage of the portfolio (2.84) was
slightly under its minimum target range of 3%.

How Do LASERS' Investment Manager,
Consultant, and Custodial Fees and
Charges Compare to Other Pension
Plans?

S The fees LASERS is paying to its investment
professionals are mostly lower than the median fees
obtained from two fee surveys. These two surveys were
prepared by the Independent Consultants Cooperative
and Cost Effectiveness Measurement Inc.

However, the fees LASERS is paying to more than half
of its external investment managers are higher than
averages of similarly sized pension plans, according to a
fee survey conducted by Greenwich Associates.
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S LASERS pays 18% less in consultant fees and 75% less in
custodial fees than the average paid by similar sized public
retirement systems, according to the Greenwich survey.

Does LASERS Use Competitive, Objective
Procedures With Performance Based
Criteria to Select Investment Managers,
Investment Consultants, and Custodians?

S LASERS uses competitive, objective procedures for the
selection of investment managers and its custodian that are
in line with industry s g
standard criteria :
recommended by the
Government Finance
Officers Association
(GFOA). We were
unable to evaluate the
selection process for the
system’s consultant
because of the length of time (11 years) that has elapsed
since it was selected.

Does LASERS Use Objective Procedures
With Performance Based Criteria to
Monitor Investment Managers (Including
Investment Performance and Churning),
Investment Consultants, and Custodians?

S LASERS has effectively monitored its investment
managers, consultant, and custodial bank.

S LASERS has several controls in place to guard against
churning by its investment managers. Churning is the
practice of excessive trading in an account, which increases
the commissions earned by the broker handling the trades.

S LASERS does not have policies regarding formal
monitoring and evaluating of its consultant and custodian.
In practice, LASERS does not formally evaluate its
consultant’s performance but formally monitors its
custodian on a monthly basis.

RECOMMENDATIONS

v LASERS should develop and implement written policies
for formal consultant reviews (at least annually). These
policies should state the frequency of evaluations and the
areas to be evaluated.

v LASERS should develop and implement written policies
for formal custodial reviews (at least annually). These
policies should state the frequency of evaluations and the
areas to be evaluated.

If Performance by Investment Managers,
Investment Consultants, or Custodians
Is Below Relevant Benchmarks, Does
LASERS Take Corrective Action?

S LASERS takes corrective action when its investment
managers underperform.

S LASERS takes corrective action when its custodian
underperforms. The system has had the same consultant
since 1993, and has not needed to take any corrective
action.

What Role Do Alternative Investments
Play in LASERS' Investment Portfolio?

S LASERS has alternative investments in private equity and
absolute return strategies totaling almost $476 million, as
of June 30, 2004, which constituted 7.3% of LASERS’
portfolio. The approximate rates of return, net of fees, as of
June 30, 2004, were 11.9% for private equity (over a five-
year period) and 1.58% for absolute return strategies (over
a three-year period).

< Alternative investments have historically produced above-
average returns and they provide portfolio diversification.
The disadvantages of alternative investments include their
high management fees, the risks associated with these
investments, and the concern that their reported rates of
returns may not be accurate and reliable.

S The overall rate of return for private equity investments,
gross of fees, is 14.2% for a five-year period ending
June 30, 2004. The overall rate of return for absolute
return funds, gross of fees, is 2.8% for the three-year
period ending June 30, 2004.

S The percentage of LASERS’ portfolio allocated to private
equity and absolute return (hedge) funds is higher than an
average of public retirement systems in the U.S. and also
higher than six other state systems comparable in size to
LASERS, according to a Wilshire Consulting (Wilshire
Associates Inc.) survey.
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S LASERS does not employ adequate policies or
procedures to ensure disclosure and proper
Does LASERS Employ Adequate treatment of potential conflicts of interest with

Policies and Procedures to Ensure its consultants. We found that the consultant
That Primary Decision Makers Avoid has received gifts with a value of $430 from
. LASERS’ investment managers.
Conflicts of Interest as Well as the &
Appearance of Conflicts of RECOMMENDATIONS

Interests? v LASERS should obtain an opinion from the
Louisiana Board of Ethics concerning whether
acceptance of these gifts constitutes a violation

2 LASERS does not employ adequate policies and of the Louisiana Code of Governmental Ethics.
procedures to ensure that key staff and trustees If the Louisiana Board of Ethics’ opinion states
avoid potential conflicts of interest. LASERS has that these are violations, LASERS should
a policy requiring training of board members strengthen policies and procedures to ensure
regarding the ethics code; a policy to return gifts; that all staff adhere to the Louisiana Code of
notification letters are sent to investment managers Governmental Ethics. LASERS should clearly
regarding the ethics code; and ethics statements are communicate the applicability of the ethics
signed by key staff and the trustees. However, we code to its staff and the provisions of the code
found that some of these policies and procedures to all investment managers.

may not have been properly communicated to all ~_,

parties involved LASERS should strengthen policies and

procedures to ensure that all staff avoid

S Members of LASERS’ staff and trustees may have conflicts of interest and the appearance of
violated the Louisiana Code of Governmental COHﬂlCtS.Of Interest with current and
Ethics by accepting gifts from investment prospective investment managers.

managers hired by LASERS. From July 1, 2003, .
through September 30, 2004, certain LASERS’
staff and trustees received various gifts with a total

LASERS should set policies regarding the
frequency and dollar value of meals accepted

value of $701. by staff, trustees, and consultants from
investment managers, custodians, and
S From July 1, 2003, through September 30, 2004, consultants.
LASERS’ board of trustees, key staff, and v

LASERS should develop and implement
policies and procedures for the disclosure and
treatment of conflicts of interest and the

consultant accepted meals from investment
managers, consultant, and custodian valued at

approximately $56,541. These meals do not violate . . .
the Code of Ethics, however, they represent a appearance of conflicts of interest with current

potential conflict of interest for trustees and key and prospective investment managers,
staff custodians, and consultants.

S LASERS does employ policies and procedures to
help ensure that investment managers avoid
potential conflicts of interest.

This document is produced by the Legislative Auditor, State of Louisiana, Post Office Box 94397, Baton
Rouge, Louisiana 70804-9397 in accordance with Louisiana Revised Statute 24:513. Twenty copies of this
public document were produced at an approximate cost of $43.20. This material was produced in accordance
with the standards for state agencies established pursuant to R.S. 43:31. This document is available on the
Legislative Auditor’s Web site at www.lla.state.la.us.

In compliance with the Americans with Disabilities Act, if you need special assistance relative to this
document, or any documents of the Legislative Auditor, please contact Wayne “Skip” Irwin, Director of
Administration, at 225-339-3800.

Louisiana
Legislative
Auditor

1600 N. 3rd Street
P.O. Box 94397
Baton Rouge, LA

70804-9397

Need More
Information?

For a copy of the
complete
performance audit
report,
visit our
Web site at

www.lla.state.la.us.

Questions?
Call
Steve Theriot
at
225-339-3800.
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LEGISLATIVE AUDITOR
April 13, 2005

The Honorable Donald E. Hines,
President of the Senate

The Honorable Joe R. Salter,
Speaker of the House of Representatives

Dear Senator Hines and Representative Salter:

This report gives the results of our performance audit of the Louisiana State Employees’
Retirement System. The audit was conducted under the provisions of Title 24 of the Louisiana
Revised Statutes of 1950, as amended. Senate Concurrent Resolution Number 14 of the 2004
Regular Session directed our office to examine each of the four state retirement systems.

The report contains our findings, conclusions, and recommendations. Appendix D
contains the agency’s response. I hope this report will benefit you in your legislative

decision-making process.

Sincerely,

fgislative Auditor

SJT/dl

LASERS05
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EXECUTIVE SUMMARY

EXECUTIVE SUMMARY

Article X, Section 29 of the Louisiana Constitution of 1974 provides that the legislature
shall provide for retirement of teachers, other employees of the public educational system, and
state employees, and this is to be done by establishment of one or more retirement systems. This
performance audit primarily examines two areas of the Louisiana State Employees’ Retirement
System (LASERS)--investments and ethics. Our findings are summarized as follows:

Performance Audit Findings

Investments es 13 through 46 of the report.)

How do the investment returns for different asset classes of Louisiana State Employees
Retirement System (LASERS) compare to relevant benchmarks?

LASERS’ investment returns over a 10-year period of 8.8%, and since the inception of
computing returns (1990) of 9.0%, have exceeded the actuarially assumed rate of return of
8.25%. Ten of LASERS’ 17 asset classes have yielded investment returns for the last 10
years (as of June 30, 2004) above their relevant benchmarks. However, these rates of return
are not adjusted for investment management fees (i.e., they are presented “gross of fees”).
See pages 13-15.

Has LASERS developed and implemented an investment policy that allocates system
assets by balancing risks with returns on investments and ensures that investments are
of sufficient quality to minimize the risk of loss of system assets? Does LASERS monitor
compliance with the asset allocation component of the system’s established investment
policy?
LASERS has developed and implemented an investment policy that allocates system assets
by balancing risks with returns. LASERS properly monitors compliance with the asset
allocation component of its investment policy and makes adjustments to its portfolio when
needed. See pages 17-25.

How do LASERS’ money manager, consultant, and custodial fees and charges compare
to other pension plans?

LASERS’ money management fees are mostly lower than the medians in two fee surveys,
and mostly higher than the averages in a third survey conducted by Greenwich Associates.
See pages 27-30.

LASERS pays its consultant $225,000 annually, which is 18% lower than the average for
similarly sized systems, according to the Greenwich Associates survey. See page 31.

LASERS paid its custodian $324,640 in fiscal year 2004, which is 75% lower than the
average for similarly sized systems, according to the Greenwich Associates survey.
See page 31.
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Does LASERS use competitive, objective procedures with performance based criteria to
select investment managers, investment consultants, and custodians?

LASERS uses competitive, objective procedures with performance based criteria to select
investment managers and the custodian. We were unable to evaluate the selection process
for the system’s consultant because of the length of time (11 years) that has elapsed since it
was selected. See page 33.

Does LASERS use objective procedures with performance based criteria to monitor
investment managers (including investment performance and churning), investment
consultants, and custodians?

LASERS has properly monitored its investment managers and whether they are churning the
assets held in their accounts. In addition, LASERS has properly monitored its consultant
and custodian bank. However, no policies are in place for a formal annual review of the
consultant’s and custodian’s performance. See pages 35-38.

If performance by investment managers, investment consultants, or custodians is below
relevant benchmarks, does LASERS take corrective action?

LASERS takes corrective action for poorly performing money managers and for the
system’s custodian. LASERS has had the same consultant since 1993, and has not needed to
take corrective action. See pages 39-40.

What role do alternative investments play in LASERS’ investment portfolio?

LASERS has invested almost $500 million (7.3% of its portfolio) in alternative investments,
as of June 30, 2004. The percentage of LASERS’ portfolio allocated to these investments is
higher than an average of state retirement systems in the U.S. See page 41 and pages 45-46.

Compared to traditional, public portfolios, alternative investments have higher risks but also
have the potential to earn higher rates of return. LASERS’ approximate rates of return, net
of fees, as of June 30, 2004, were 11.9% for private equity (over a five-year period) and
1.58% for absolute return strategies (over a three-year period). See pages 43-44.

Ethics (See pages 47 through 52 of the report.)

Does LASERS employ adequate policies and procedures to ensure that primary decision
makers (board members, key system staff, money managers, custodians, and
consultants) avoid conflicts of interest as well as the appearance of conflicts of interest?

LASERS does employ some policies and procedures to avoid conflicts of interest.

However, in a possible violation of the Louisiana Code of Ethics, we found instances where
gifts were accepted by some of LASERS’ key staff, trustees, and consultant from investment
managers. See pages 47-49.

LASERS’ staff, trustees, and consultant have accepted meals from investment managers, the
consultant and the custodian. The trustees, staff and consultant are responsible for selecting,
monitoring, and evaluating these same investment managers, consultant and custodian.
Although such meals are allowed by the Code of Ethics, they may give the appearance of a
conflict of interest. See pages 49-50.
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Audit Initiation and Background

Audit Initiation and Objectives

We conducted this performance audit under the provisions of Title 24 of the Louisiana
Revised Statutes of 1950, as amended. Louisiana Revised Statute 24:522 requires, in part, that
the legislative auditor establish a schedule of performance audits to ensure that at least one
performance audit is completed and published for each executive department within a seven-year
period beginning with fiscal year 1998. In accordance with this requirement, the Office of
Legislative Auditor developed a plan scheduling a performance audit of the four state retirement
systems:

. Louisiana State Employees’ Retirement System (LASERS)
. Teachers’ Retirement System of Louisiana

. Louisiana School Employees Retirement System

. State Police Pension and Retirement System

The Legislative Audit Advisory Council approved this audit on March 5, 2004. In
addition, Senate Concurrent Resolution Number 14 of the 2004 Regular Session directed our
office to examine the four state retirement systems. The resolution specified that we focus on
“the relationships between the state public retirement systems’ boards and the investment
advisors, consultants and managers.” Appendix A contains our audit scope and methodology.

The objectives of this audit are:

. How do the investment returns for different asset classes of LASERS compare to
relevant benchmarks?

. Has LASERS developed and implemented an investment policy that allocates
system assets by balancing risks with returns on investments and ensures that
investments are of sufficient quality to minimize the risk of loss of system assets?

. Does LASERS monitor compliance with the asset allocation component of the
system’s established investment policy?

. How do LASERS’ money manager, consultant, and custodial fees and charges
compare to other pension plans?

. Does LASERS use competitive, objective procedures with performance based
criteria to select investment managers, investment consultants, and custodians?

. Does LASERS use objective procedures with performance based criteria to
monitor investment managers (including investment performance and churning),
investment consultants, and custodians?

-7 -
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. If performance by investment managers, investment consultants, or custodians is
below relevant benchmarks, does LASERS take corrective action?

. What role do alternative investments play in LASERS’ investment portfolio?

. Does LASERS employ adequate processes and procedures to ensure that primary
decision makers (board members, key system staff, money managers, custodians,
and consultants) avoid conflicts of interest as well as the appearance of conflicts
of interest?

Overview of LASERS

Purpose and Statutory Authority: Article X, Section 29 of the Louisiana Constitution
of 1974 provides that the legislature shall provide for retirement of teachers, other employees of
the public educational system, and state employees, and this is to be done by establishment of
one or more retirement systems. There are four state systems:

. Louisiana State Employees’ Retirement System (LASERS)
. Teachers’ Retirement System of Louisiana

. Louisiana School Employees’ Retirement System

State Police Pension and Retirement System

The Louisiana Legislature established LASERS in 1946 by Act No. 126. LASERS is a
defined benefit pension plan created to provide retirement benefits for Louisiana state officers
and employees and their beneficiaries. LASERS’ mission is to improve the financial security
and quality of life of LASERS’ members and their families by utilizing qualified personnel
adhering to the highest level of professional standards, prudent management of system assets,
and cost-effective administration.

Background Information: A retirement system’s financial health is primarily measured
by its funded ratio, which is the extent to which a system’s assets are sufficient to pay for present
and future liabilities. As of June 30, 2003, LASERS’ funded ratio was 66.2%, and it decreased
to 59.6%, as of June 30, 2004. Another measure of a system’s financial health is the amount of
its unfunded accrued liability (UAL). UAL is defined as that portion of the actuarially calculated
liability not funded by the actuarial value of the system assets. LASERS’ UAL was $3.3 billion
and $4.1 billion, as of June 30, 2003 and 2004, respectively. If a system achieves a long-term
rate of return on its investments greater than the assumed actuarial rate (of 8.25%), the system’s
funding status will improve, assuming all other factors remain equal. Exhibits 1 and 2 on pages
9 and 10, respectively, provide background information concerning LASERS’ finances, budget,
and funding.




AUDIT INITIATION AND BACKGROUND

Exhibit 1
LASERS
Statistics as of June 30, 2003 and 2004
Fiscal Year Unfunded
Net Actuarial Fiscal Year
As of Investment Net Accrued Percent | Administrative
June 30 Income Assets Liabilit Funded Expenses
2003 $213 million | $5.7 billion | $3.3 billion 66.2% $10,196,507
2004 $996 million | $6.6 billion | $4.1 billion 59.6% $12,629,058

Source: Prepared by legislative auditor’s staff using LASERS’ audited financial statements for fiscal
years 2003 and 2004.

As shown in Exhibit 2 on the following page, LASERS’ primary source of funding in
fiscal year 2004 was investment income of approximately $1 billion. Funding sources in
addition to investment income include:

. Employer contributions
o Member contributions
o Other income

Exhibit 2 details the system’s budgeted uses of funds for fiscal year 2005 and actual
sources and uses of funds in fiscal year 2004. LASERS does not budget for investment income
and other sources of funds. Exhibit 2 also contains a variance calculation for these two years.




LOUISIANA STATE EMPLOYEES’ RETIREMENT SYSTEM

Exhibit 2

Sources and Uses of Funds
Comparison of Fiscal Years 2004 and 2005

Difference Percent
Between 2004 Change
Fiscal Year Fiscal Year Actual and From
2005 Budget 2004 Actual 2005 Budget 2004 to 2005
Investment income n/a' | $1,016,290,820 n/a'
Employer contributions n/a' $335,991,617 n/a'
Member contributions n/a' $163,277,178 n/a'
Other income n/a! $9,325,389 n/a'
I Total Fundins Sources n/a' | $1,524,885,004 n/a’
Retirement benefits and
refunds of member
contributions n/a' $601,912,811 n/a'
Salaries $6,680,218 $5,858,786 $821,432 14%
Board compensation $16,200 $14,550 $1,650 11%
Related benefits $1,867,354 $1,387,515 $479,839 35%
Travel $266,876 $164,277 $102,599 62%
Rentals $734,186 $543,593 $190,593 35%
Custodial fees $375,000 $324,640 $50,360 16%
Other operating services $1,929,565 $1,568,941 $360,624 23%
Supplies $224,693 $224,337 $356 0%
Accounting and auditing
services $56,500 $60,985 ($4,485) 7%
Other professional services $748,720 $608,591 $140,129 23%
Legal fees $35,000 $26,921 $8,079 30%
Disability program $100,000 $65,123 $34,877 54%
Actuarial fees $98,000 $90,000 $8,000 9%
Professional travel $24,000 $22,059 $1,941 9%
Acquisitions $493,575 $392,276 $101,299 26%
Investment fee expense $19,935,780 $20,266,725 ($330,945) 2%
Other n/a' $795,260 n/a’
Administrative expenditures
not included in budget n/a' $1,276,464 n/a'
Total Fund Uses $33,585,667 $635,603,854 n/al
Net Funding Sources n/a' $889,281,150 n/a!
Note: 'LASERS only budgets for select administrative and investment expenditures.
Source: Prepared by legislative auditor’s staff using information furnished by LASERS and LASERS’ audited
statement for fiscal year 2004.
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LASERS refers to the majority of its membership as “regular members.” Regular
members are vested after 10 years of service, meaning that after this time they are eligible for a
retirement benefit once a certain age is reached. Regular members of LASERS with 30 years of
service may retire and draw benefits at any age. Benefits are generally calculated by multiplying
the applicable rate (2.5% rate for each year of service) times years of creditable service times the
member’s average earned compensation for the 36 highest successive months of employment.
Retirement eligibility and the benefit formula may vary for groups of other members of
LASERS. These other groups include the following:

. Correctional officers, security personnel, probation and parole officers employed
by the Louisiana Department of Public Safety and Corrections

. Wildlife agents employed by the Enforcement Division of the Louisiana Wildlife
and Fisheries Commission

. Governor, lieutenant governor, and state treasurer

. Legislators and certain officials of the House of Representatives and Senate

. Judges and court officers

. Bridge police employees of the Crescent City Connection Division

Exhibit 3 provides information concerning the membership of the LASERS system.

Exhibit 3

LASERS
Membership Components

Fiscal Years 2002, 2003, and 2004

As of June 30,
Memebership Categories 2002 T 2003 T 2004
Active members 64,692 65,441 64,149
Terminated vested members 1,245 1,317 1,324
Terminated nonvested members 29,579 30,940 35,955
Retired members 31,887 32,757 33,456
DROP participants 2,635 2,768 2,835
Total membership 130,038 | 133,223 137,719
Source: Prepared by legislative auditor’s staff using LASERS’ audited financial
statements for fiscal years 2003 and 2004.
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INVESTMENT RETURNS

How do the investment returns for different asset classes of

LASERS compare to relevant benchmarks?

LASERS’ long-term total investment returns as reported by its consultant have exceeded
the system’s actuarially assumed rate of return of 8.25%. The system achieved an 8.8%
annualized return over the past 10 fiscal years. Ten of LASERS’ 17 asset classes have
performed above their respective comparable benchmark indices on a 10-year basis. However,
these returns are not adjusted for investment management fees (i.e., they are presented “gross of
fees”).

LASERS’ Long-Term Total Investment Returns Have
Exceeded the System’s Actuarially Assumed Rate of Return

According to LASERS’ investment consultant, LASERS’ investment returns (gross of
fees) have exceeded the system’s actuarially assumed rate of return by 0.55 percentage points
over 10 years and by 0.75 percentage points since the inception of computing returns (1990).
These numbers are “gross of fees,” which means that the money managers’ fees have not been
subtracted when computing the rate of return. The actuarial rate is the rate of return that the
system’s actuary assumes the system will earn when he computes its funding ratio. If a system’s
investment performance exceeds this actuarial assumed rate, the funding ratio and the system’s
overall financial health may be improved. A system with investment returns less than this rate
worsens its funding ratio, all other factors (such as benefits and contributions) remaining equal.

Since LASERS’ investment returns are being reported “gross of fees,” we could not
exactly determine the degree to which LASERS’ overall return, net of fees, exceeded the
actuarially assumed rate of return. However, we calculated the average fee paid by LASERS at
the end of fiscal year 2004 for all of its managers. This average fee was almost 25 basis points
(0.25 of 1 percent, as 1 percent = 100 basis points). We subtracted this fee amount from the
investment return reported for LASERS to obtain the amounts shown in the middle column of
Exhibit 4 on page 14. Therefore, we conclude that LASERS has exceeded its actuarially
assumed rate over the long term, net of fees, although we cannot quantify by exactly how much.
Exhibit 4 shows LASERS’ investment returns over different time periods.
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Exhibit 4

LASERS
Total Investment Returns as of June 30, 2004
(Gross of Fees)

Estimated Actuarially

LASERS’ Investment Assumed Excess
Investment Return Rate of Return
Time Period Return (Net of Fees)* Return (Gross of Fees)
1 Year 18.0% 17.75% 8.25% 9.75%
5 Years 4.0% 3.75% 8.25% (4.25%)
10 Years 8.8% 8.55% 8.25% 55%
Since Inception 9.0% 8.75% 8.25% 5%

Note: *We calculated the average fee paid by LASERS at the end of fiscal year 2004 for all
managers to be 25 basis points. We subtracted this amount from the investment returns reported
gross of fees in the second column of this exhibit.

Source: Prepared by legislative auditor’s staff from information provided by New England
Pension Consultants (LASERS’ consultant) and LASERS” staff.

We discussed the issue of the consultant reporting returns gross of fees rather than net of
fees with LASERS’ chief investment officer. He explained that reporting rates of return gross of
fees is the industry standard. However, since the funding ratio calculations performed by the
actuary assume rates of return are net of fees, it seems that the consultant should report rates of
return net of fees or provide to the LASERS board of trustees and staff the information necessary
to accurately adjust the reported rates.

Recommendation 1: LASERS should ensure that its investment managers’ returns
are presented net of management fees when it is reviewing investment managerial performance.

Management’s Response: LASERS partially agrees with this recommendation.
LASERS has always used gross-of-fee performance returns and believes this is the optimal way
of reviewing performance. This belief is supported by the CFA Institute’s Global Investment
Performance Standards. LASERS is, however, transitioning to a new custodian bank and is
working with this bank to develop a way to also report net-of-fee performance returns.

Ten of LASERS’ Seventeen Asset Classes Have Yielded
Long-Term Investment Returns Above Their Benchmark
Indices

For the last 10 years (ending on June 30, 2004), LASERS’ investment returns (gross of
fees) for 10 of 17 asset classes were above relevant benchmark indices, as illustrated in Exhibit 5
on page 15. The positive dollar impact of returns for LASERS is approximately $203 million.
LASERS’ U.S. large cap equity and U.S. small cap equity were below their respective
benchmark indices, as were the returns for two of the four index funds that LASERS manages
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internally. Also, rates of return for absolute return funds, real estate investments, and an index
fund externally managed were below their benchmark indices. There are no widely accepted
standard benchmark indices for the alternative investment classes of private equity and absolute
return (hedge funds); however, LASERS uses benchmarks of 17% and 13%, respectively.
Therefore, we used these numbers as benchmarks for these two asset classes in Exhibit 5.

Benchmark indices are statistical indicators against which investment performance is
measured. A typical index is composed of many securities of a similar class, such as securities
of companies valued over a certain dollar amount (large capitalization companies) or securities
of all international companies. Examples of indices are the S&P 500 and the Russell 2000. The
relevant benchmark indices for LASERS’ asset classes are listed and briefly defined in
Appendix B.

Exhibit 5

LASERS
Annualized 10-Year Investment Returns as of June 30, 2004'
(Gross of Fees)

Comparable
LASERS’ Index LASERS
10-Year 10-Year Above or Dollar
Annualized Annualized Below Impact
Asset Class Return Return Index? (3000)
U.S. Large Cap Equity 10.2% 11.8% Below ($85,513)
U.S. Small Cap Equity 13.4% 13.6% Below (87,727)
Internal S&P 500 Index' 2.3% 1.6% Above $37,623
Internal S&P 100 Index' -6.7% -6.6% Below ($370)
Internal S&P 400 Index’ 4.6% 4.4% Above $1,832
Internal S&P 600 Index' 32.2% 32.6% Below ($2,144)
External Russell 2000 Index' 6.9% 7.5% Below ($1,840)
Non-U.S. Large Cap Equity 6.2% 4.9% Above $58,444
Non-U.S. Small Cap Equity 7.4% 4.6% Above $46,127
Non-U.S. Emerging Markets Equity’ 2.4% 1.7% Above $6,682
U.S. Fixed Income (investment grade) 7.9% 7.4% Above $34,817
U.S. High Yield 8.5% 7.8% Above $20,657
U.S. Mortgage Backed Securities 9.2% 7.3% Above $53,810
Global Fixed Income 8.0% 6.6% Above $55,304
Real Estate (Alternative Investment) 9.8% 10.4% Below ($3,394)
Private Equity (Alternative
Investment) 18.9% 17.0% Above $30,359
Absolute Return (Alternative
Investment)' 1.8% 13.0% Below ($41,640)
Total $203,027

Note: 'Internal S&P 500 Index contains 6 years of data, Internal S&P 100 contains 3.75 years, Internal S&P 400
contains 3.75 years, Internal S&P 600 contains 1.5 years, External Russell 2000 contains 5.1 years, Non-U.S. Emerging
Markets Equity contains 8.5 years, and Absolute Return (Alternative Investment) contains 3.4 years of data.

Source: Prepared by legislative auditor’s staff from information provided by New England Pension Consultants
(LASERS’ consultant) and LASERS’ staff.
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ASSET ALLOCATION

Has LASERS developed and implemented an investment policy that
allocates system assets by balancing risks with returns on

investments and ensures that investments are of sufficient quality
to minimize the risk of loss of system assets?

LASERS has implemented an investment policy that allocates system assets by balancing
risks with returns on investment. LASERS’ investment policy conforms with eight of nine
criteria that we developed. While the investment policy does not conform to one of our criteria,
we found that LASERS does follow this criterion in practice but has not yet incorporated it
formally into the investment policy. LASERS’ investment policy ensures that investments are of
sufficient quality to minimize the risk of loss.

LASERS Has Developed and Implemented an Investment
Policy That Balances Risks With Returns and Minimizes
Risk of Loss

We evaluated LASERS’ asset allocation based on a list of nine criteria that a system’s
investment and asset allocation policies should contain. LASERS’ investment policy satisfied
eight of nine criteria. In practice, LASERS’ current asset allocation procedures appropriately
balance investment risks with returns and ensure that investments are of sufficient quality to
minimize the risk of loss. These criteria, if adhered to, should mitigate investment risks while
maximizing returns. They are listed in Exhibit 6 on page 20. Asset allocation is the single
largest determinant of investment returns according to the Government Finance Officers
Association (GFOA). Allocation accounts for 94% of the variation in returns.

The criterion that LASERS did not meet requires its investment policy to ensure that the
use of index funds is formally and regularly evaluated as an alternative to active management of
investments. We observed instances of indexing being discussed in LASERS’ investment
committee meetings. However, the system’s investment policy does not require it. LASERS has
regularly evaluated the use of indexed funds over the past year, and the percentage of plan assets
invested in such funds has increased from 39.2% (as of June 30, 2003) to 43.3% (as of June 30,
2004).

State law (R.S. 11:267) provides that 10% of LASERS’ equity portfolio must be invested
in indexed funds and up to 65% of its total portfolio can be invested in equities. In practice,

LASERS complies with the indexing requirement because 43.3% of its portfolio is invested in
indexed funds, as of June 30, 2004.

LASERS?’ policies and procedures with respect to each of the nine criteria are discussed
in the following paragraphs.
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Low correlation among asset classes: LASERS’ portfolio is divided up among U.S.
stocks, international stocks, U.S. and international fixed income investments, real estate, private
equity, and absolute return investments. LASERS’ investment policy allocates target
percentages of its portfolio to these asset classes. Historically, many of these asset classes have
had low correlations with each other. This correlation will help LASERS reduce the risk that its
entire portfolio will decrease in value during a given time period.

Target allocations and ranges for each asset class: LASERS had an asset allocation
study performed in the spring of 2004. Based on this study, LASERS revised some target
percentages to allocate its portfolio into various asset classes. These target allocations are
included in LASERS’ investment policy. Since the value of the portfolio changes daily, the
actual portfolio allocation will fluctuate around the target percentages. LASERS has established
ranges around these target percentages. If the actual portfolio allocation moves outside of these
ranges, LASERS’ policy is to buy and sell the assets necessary to get the portfolio back within
the established ranges. Thus, through the use of these target allocations and ranges, LASERS is
minimizing its risk for a given level of investment returns.

Asset allocation tailored with an asset-liability study: LASERS’ actuary prepares
experience studies in an attempt to predict the long-term liabilities of the retirement system.
LASERS’ most recent experience study is dated May 2002. In accordance with LASERS’
investment policy, the information from this study was used in the system’s most recent asset
allocation study.

Up to 65% of assets invested in equities: State law [R.S. 11:267(C)] allows LASERS
to invest up to 65% of its assets in equities. LASERS’ investment policy targets 61% (45% in
U.S. equities and 16% in international equities) of its assets to equities, which is within the
maximum allowed under state law. Thus, LASERS is in compliance with this criterion.

At least 10% of equity assets invested in index funds: State law [R.S. 11:267(B)]
requires LASERS to invest at least 10% of its equity allocation in index funds. As of June 30,
2004, LASERS had 39% of its portfolio invested in funds that track various indices (such as the
S&P 500, S&P 100, and Russell 2000). Therefore, LASERS is controlling the risk of not
tracking a stock market index by investing more than half of its equity investments in index
funds. The 10% minimum index provision is included in LASERS’ written investment policy.

Regular rebalancing: LASERS’ chief investment officer (CIO) compares the system’s
actual asset allocation to its target allocation weekly. If actual asset allocation percentages have
moved beyond the ranges set by the board of trustees, assets within the classes are bought or sold
to bring the allocations back within the ranges. This rebalancing process is included in
LASERS’ investment policy. Thus, LASERS is systematically reviewing its asset mix to ensure
that it takes the least amount of risk to achieve a given level of return.

Indexing: LASERS’ CIO informed us that he monitors LASERS’ use of index funds to
determine if more or less indexing would be beneficial. Thus, LASERS does consider the
positive and negative aspects of using index funds compared to investment managers. However,
this review is not formally required in LASERS’ investment policy.
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Prohibited investments: LASERS’ investment policy prohibits investments in certain
types of derivatives for managers of traditional (non-alternative investment) assets. The term
“derivatives” refers to a contract whose value is based on the performance of an underlying
financial asset, index, or other investment. LASERS’ policy also contains limits on certain types
of investments, which include the following:

No more than 6% of the fair market value of a U.S. equity manager’s portfolio
can be invested in any one security.

No single holding in LASERS’ portfolio shall account for more than 5% of the
outstanding common stock of any one corporation.

No more than 6% of the market value of domestic fixed income assets may be
invested in the debt securities of any one issuer.

The overall average quality of each fixed income portfolio shall be rated AA by
Standard and Poors or higher. However, this quality requirement shall not apply
to managers of high yield fixed income portfolios.

The global bond portfolio may not hold more than 30% of its assets, at market
value, in the debt securities of any single government or non-U.S. governmental
entity.
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Exhibit 6

Evaluation of LASERS’ Compliance With Criteria for
Asset Allocation and Investment Policy

Met by
Criteria LASERS’
Policies?
1. The asset allocation set in the investment policy should contain two or
more asset classes (domestic stocks, foreign stocks, domestic bonds, etc.) v

that have low correlation with one another (i.e., when one is up the other is
down) in order to reduce volatility and therefore risk.

2. Asset allocation ranges should be set that include minimum, maximum, v
and target allocation percentages for asset classes.

3. The asset allocation of a system should be specifically tailored to the
“unique circumstances of the individual system” through an asset-liability v
study.

4. Investment policies should contain a provision that prohibits and prevents
more than 65% of the system’s portfolio from being invested in equity v
securities.

5. To comply with state law, the investment policy should contain a provision
that ensures that 10% of the system’s portfolio will be invested in index v
funds.

6. Portfolios should be rebalanced in order to stay in line with the established
asset allocation ranges and to reduce volatility. The portfolio should be v
reviewed at least annually by the appropriate system official for
rebalancing purposes.

7. The investment policy should ensure that the use of index funds as an
alternative to active management is “formally and regularly” evaluated.

8. Investment guidelines should identify permissible and non-permissible
investments. They should also set maximum percentages of system assets v
allowed to be invested in a single issuer, asset class, economic sector, and
nation.

9. Private equity and real estate investments should be constrained so that the
system’s portfolio does not become dominated by these non-liquid v
investments.

Sources: Criteria develped by legislative auditor’s staff based on the GFOA and the Louisiana Revised Statutes of
1950, as amended.
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Limits on non-liquid investments: LASERS owns $17.2 million in real estate, which
constitutes 0.26% of its total portfolio, as of June 30, 2004. LASERS’ investment policy
provides that the system cannot invest further in real estate or real estate-like investments. The
system is holding real estate investments made years ago and is waiting for them to liquidate.

LASERS’ investment policy provides that a maximum of 10% of its total assets may be
invested in other types of alternative assets. This amount is broken down further into a
maximum of 5% each for hedge funds (absolute return funds) and private equity investments.
Some types of alternative investments are non-liquid and tie up invested funds for years.
However, having up to 10% of the portfolio in these types of investments does not dominate the
portfolio, and we therefore concluded that LASERS meets this criterion. Because LASERS has
$493.1 million (7.6 % of its portfolio) invested in alternative investments (as of June 30, 2004)
and has increased its target allocation for this asset class from 8% to 10%, we discuss and
explain these types of investments in a subsequent section of our report, beginning on page 41.

Recommendation 2: LASERS’ written investment policy should ensure that the use
of index funds as an alternative to active management is “formally and regularly” evaluated.

Management’s Response: LASERS agrees with this recommendation, and will add
language to the appropriate area of its Statement of Investment Objectives to require “formal and
regular” evaluation of the use of index funds.

LASERS Has Procedures to Provide for Its Cash Needs

To meet its cash needs, LASERS holds approximately $50 to $100 million in its short-
term investment fund. LASERS’ officials estimate that the system needs operating funds of $12
to $15 million each month. There are also capital calls from alternative investment managers,
and the system typically has a one week notice to meet this funding need. A capital call is
usually for not more than $3 million. The Investment Division receives a weekly forecast
prepared by LASERS’ Fiscal Division and then arranges with the custodian bank to ensure that
adequate funds are available to meet cash requirements.
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MONITORING OF ASSET ALLOCATION

Does LASERS monitor compliance with the asset allocation

component of the system’s established investment policy?

LASERS effectively monitors compliance with the asset allocation set forth in the
system’s investment policy and adopted by the system’s investment committee and board of
trustees. We reviewed investments by each manager and found that LASERS is complying with
its asset allocation targets.

LASERS Properly Monitors Compliance With Its Asset
Allocation Policy

LASERS’ investment policy provides that at least quarterly, the system’s Chief
Investment Officer (CIO) will examine the portfolio and rebalance any asset class that is over or
under its specified range. Our review of LASERS’ board of trustees and investment committee
meeting minutes found that LASERS is complying with this policy. Also, on a weekly basis, the
CIO reviews and monitors LASERS’ portfolio and whether the amounts of investment in asset
classes are within their targeted range, according to LASERS’ officials. Exhibit 7 on the
following page shows the targets and ranges for each asset class. There is a band ranging from
1% to 5% on either side of an asset class’s target.
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Exhibit 7

LASERS’ Asset Allocation Policy
(Different Asset Classes as a

Percentage of the Total Portfolio)

(June 30, 2004)
Asset Class

Domestic Large Cap 24% 27% 30%
Domestic Small Cap 11% 13% 15%
Domestic Mid Cap 3% 5% 7%
Established International (Large Cap) 7% 9% 11%
Established International (Small Cap) 3% 4% 5%
Emerging International Equity 2% 3% 4%

Total Equities 55% 61% 65%
Core Fixed Income 4% 7% 10%
Mortgages 3% 5% 7%
Domestic High Yield 6% 8% 10%
Global Bonds 4% 6% 8%
Cash 0% 3% 7%

Total Fixed Income 24% 29% 34%
Private Equity 0% 5% 9%
Absolute Return 3% 5% 7%

Total Alternative Assets 3%* 10% 15%

Total 100%

Note: * It appears that 3% is the minimum amount of assets that must be invested in the total
alternative asset class; however, LASERS’ investment policy provides that zero is the minimum
percentage.
Source: Prepared by legislative auditor’s staff using LASERS’ investment policy.

All asset classes were within their target ranges, except for the alternative investment of
absolute return strategies, as shown in Exhibit 8 on the following page. Its percentage of the
portfolio was 2.84 compared to its minimum target range of 3% (see Exhibit 7). Exhibit 8 on the
following page shows the asset classes in LASERS’ investment portfolio, the investment
managers, and amount of funds invested by each manager. This Exhibit also shows whether the
asset class was in compliance with LASERS’ asset allocation targets. The information contained
in Exhibit 8 is as of June 30, 2004.

Periodically rebalancing a retirement system’s portfolio reduces risk and increases
investment return, and should be done at least annually according to the GFOA. By ensuring
that its asset allocation policy is complied with and by reviewing it on a regular basis, LASERS
is minimizing its investment risk.
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Exhibit 8

LASERS’ Investment Managers and Amounts Invested
(As of June 30, 2004)

Asset Class

Investment Manager

Amount
Invested

Percentage
of LASERS’
Portfolio

Complies
With
Target?

Large Cap Growth Goldman Sachs $113,900,000 1.75% Yes
Chicago Equity Partners $113,800,000 1.75%
Large Cap Value Aronson & Partners $211,400,000 3.25% Yes
TCW $97,700,000 1.50%
Small Cap Growth | e siield $109,300,000 1.68% Yes
Brandywine $69,700,000 1.07%
Small Cap Value THB $69,100,000 1.06% Yes
LSV $73,800,000 1.13%
SSGA Russell 2000 $29,400,000 45%
U.S. Eauity Index LASERS S&P 100 $176,200,000 2.71%
— ‘(lpasysive) LASERS S&P 400 $337,800,000 5.19% Yes
LASERS S&P 500 $1,305,400,000 20.05%
LASERS S&P 600 $375,000,000 5.76%
International Large Delaware International $90,500,000 1.39% Ves
Cap Value Templeton International $96,500,000 1.48%
International Large . o
Cap Growth Nicholas-Applegate $144,600,000 2.22% Yes
Eﬁﬁgna“"nal Index | 95GA Salomon PMI Fund $334,800,000 5.14% Yes
g;ma“"nal Small 1 g ehroders (Growth) $203,600,000 3.13% Yes
Emerging Markets Schroders $169,700,000 2.61% Yes
U.S. Investment Loomis Sayles & Company $297,000,000 4.56% Yes
Grade Fixed Income Orleans Capital Management $140,700,000 2.16%
E'Csc;rljégh Yield Fixed | v 2 Huff Asset Management $277,100,000 4.26% Yes
pixedIncome Index | §5GA High Yield Bond Index | $262,100,000 | 4.03% Yes
Mortgage TCW $272,600,000 4.19% Yes
Global Fixed Income | Delaware Investment Advisors $349,900,000 5.37% Yes
Private Equity . % o
(Alternative Assets) 14 Different Managers $291,000,000 4.47% Yes
Absolute Return 5 Different Managers* $184,900,000 2.84% No
Strategies
Real Estate 4 Different Managers $17,200,000 0.26 % Yes
Cash Equivalents $297,000,000 4.56% Yes
Totals $6,511,700,000 100.0%
Note: *For more information on these managers, refer to Exhibits 13 and 14 on pages 44-45.
Source: Prepared by legislative auditor’s staff using LASERS’ investment report dated August 2004, and LASERS’
investment policy.
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FEES OF INVESTMENT PROFESSIONALS

How do LASERS’ money manager, consultant, and custodial fees

and charges compare to other pension plans?

The fees LASERS is paying to all its investment professionals are mostly lower than the
median fees obtained from two fee surveys. These two surveys were prepared by the
Independent Consultants Cooperative (ICC) and Cost Effectiveness Measurement Inc. (CEM).
However, the fees LASERS is paying to 72% of its external investment managers are higher than
averages of similarly sized pension plans, according to a fee survey conducted by Greenwich
Associates of Greenwich, Connecticut (Greenwich). In all three surveys, the fees LASERS pays
to international investment managers are lower than average.

The annual fees LASERS pays to its consultant and custodian are lower than averages we
obtained from the Greenwich survey. LASERS’ custodian fees (approximately $325,000 in
fiscal year 2004) were 75%, or $975,000, lower than the Greenwich annual average of
$1.3 million, for similarly sized pension plans. LASERS’ consultant fees ($225,000 in fiscal
year 2004) were 18%, or $50,000, lower than the Greenwich average.

LASERS’ Money Management Fees Are Mostly Lower
Than the Medians in Two Fee Surveys

To determine whether the fees paid to LASERS’ money managers were in line with
averages paid by other retirement systems, we compared them to three fee surveys:

. An ICC study dated December 2003: The ICC is a consortium of independent
investment consulting firms and its study was based upon an extensive survey of
management fees paid by clients of consulting firms that belong to the ICC.

. Analysis conducted by CEM dated October 2004: CEM is a global information
company that provides performance benchmarking to retirement plans and health
care plans and for motor vehicle administration. The CEM analysis compared
LASERS to 16 other retirement systems (public and private) having total assets
similar to the asset size of LASERS.

. Greenwich study dated July 2004: The Greenwich survey included 191
institutional investors and was prepared on behalf of a leading investment
consulting firm during January and February 2004.

Using the ICC survey, LASERS’ fees in all survey asset classes are lower than survey
medians, as illustrated in Exhibit 9 on the following page. The ICC survey does not take into
account the size of the plan. In fact, LASERS paid higher than median fees to only one of its
money managers.
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Exhibit 9

Comparison of LASERS’ Fees to ICC Survey of Money Managers’ Fees
(Public Defined Benefit Plans)

LASERS’
Money
Managers
Fees
(in basis

Median

Fees per
Survey

(in basis

Percentage
That LASERS
Is Above
or Below

Estimate
Value of
Difference

Difference
(in basis

Asset Class

points™)

points)

Fee Stud

points)

in Fees**

30 (Aronson) Below 34.8 % -16 -$338,240

Large Cap 46 30 (Chicago) Below 34.8 % -16 -182,080
44 (Goldman) Below 4.4 % -2 -182,240
48 (Brandywine) | Below 44.9 % -39 -$271,830

66 (LSV) Below 24.2 % -21 -154,980

Small Cap 87 50 (Thomson) Below 42.6 % -37 -255,670
35 (TCW) Below 59.8 % -52 -508,040

77 (Westfield) Below 11.5 % -10 -109,300
30 (Delaware) Below 37.5 % -18 -$162,900

International 48 30 (Templeton) Below 37.5 % -18 -173,700
25 (Schroder) Below 48.0 % -23 -468,280

30 (Nicholas) Below 37.5 % -18 -260,280
17 (Loomis) Below 45.2 % -14 -$415,800

12 (Orleans) Below 61.3 % -19 -267,330

Fixed Income 31 50 (Huf¥) Above 61.3 % 19 581,910
17 (Delaware) Below 45.2 % -14 -489,860

23 (TCW) Below 25.9 % -8 -218,080

Notes: *Basis points: 100 basis points = 1 percent.

** Calculated by taking the amount of assets under management as of June 30, 2004, multiplied
by the difference between the actual fee paid compared to the average fee in the survey. For the full
names of LASERS’ money managers, refer to Exhibit 8 on page 25.

Source: Prepared by legislative auditor’s staff using an Independent Consultants Cooperative Fee
Survey (dated December 2003), LASERS’ contracts with money managers, and manager invoices to
LASERS for the 4™ quarter of fiscal year 2004.

Using the CEM study and comparing to a group of 16 other similarly sized pension plans,
LASERS’ fees were mostly below the median fees of its comparison group. LASERS’ fees were
higher than the median in four of 11 asset classes. Those four classes are comprised of two
passively managed funds, domestic equity-large cap, and a high yield bond fund. In three of
these four instances, LASERS’ fee was less than 10% above the median fee of the particular
asset class in the CEM study. One domestic equity large cap manager’s fees were 37.5% higher
than the median whereas the other two managers in that asset class had fees two basis points
below the median. The results of the CEM study are shown in Exhibit 10 on the following page.
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Exhibit 10

Comparison of LASERS to CEM Survey of Money Managers’ Fees
(Pension Plans With an Average Size of $6.28 billion)

Median Fees LASERS’ Money Percentage

per Survey Managers Fees That LASERS | Difference Estimated
(in basis (in basis Is Above or (in basis Difference in
Asset Class points*) JULTE)) Below Stud Dollars***
Domestic Equity - 30 (Aronson) Below 6.3 % -2 -42,280
Large Cap - Active 32 30 (Chicago) Below 6.3 % -2 -22,760
44 Goldman Sachs) Above 37.5 % 12 136,680
48 (Brandywine) Below 27.8 % -18.4 -128,248
Domestic Equity - 65.69 (LSV) Below 1.1 % -0.71 -5,240
Small Ca —(}Xcgve 66.4 50 (THB) Below 24.7 % -16.4 -113,324
p 35 (TCW) Below 47.3 % -31.4 -306,778
76.86 (Westfield) Above 15.8 % 10.46 114,328
Domestic Equity - 6.2 6.4 (SSGA)** Above 3.3 % 0.2 588
Small Cap - Passive
30 (Delaware Int’l) Below 25 % -10 -90,500
Foreign Equity - 40 25 (Schroder) Below 37.5 % -15 -305,400
Active 30 (Templeton) Below 25 % -10 -96,500
30 (Nicholas) Below 25 % -10 -144,600
Foreign Equity - 6.5 6.8 (SSGA)** Above 4.7 % 3 10,044
Passive
Emerging Equity 70 67.5 (Schroder) Below 3.6 % -2.5 -42,425
Domestic Fixed 20.4 16.63 (Loomis) Below 18.5 % -3.77 -111,969
Income ) 12 (Orleans) Below 41.2 % -8.4 -118,188
Foreign Fixed 34.9 16.9 (Delaware Int'l) | Below51.6% | I8 629,820
Income
High Yield Bonds - 46 50 (Huff) Above 8.7 % 4.0 110,840
Active
High Yield Bond 12.1 12 (SSGA)** Below 0.9 % -1 2,621
Index - External
glt)}ﬁ Income - 36.4 23.25 (TCW) Below362% | -13.15 -358,469

Notes: * Basis points: 100 basis points = 1 percent.

** SSGA is an abbreviation for State Street Global Advisors, manager of three of LASERS’ index funds. For the
full names of LASERS’ money managers, please refer to Exhibit 8 on page 25.

**%*  Calculated by taking the amount of assets under management as of June 30, 2004, multiplied by the
difference between the actual fee paid compared to the median fee in the study

Source: Prepared by legislative auditor’s staff using the CEM confidential survey dated October 2004 obtained from
LASERS, LASERS’ contracts with money managers, and other information obtained from LASERS.
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Using the Greenwich survey and comparing to similar sized public pension plans, the
fees LASERS pays for most of its money managers are higher than survey averages, as
illustrated in Exhibit 11. The fees for the four managers in the asset class of active international
equity and for one fixed income manager are the only manager fees lower than Greenwich
survey averages.

Exhibit 11

Comparison of LASERS Fees to Greenwich Survey of Investment Managers’ Fees
(Public Pension Plans With Assets Over $5 billion)

Fiscal Year 2004
LASERS
Investment
Managers’ Fees

Estimated
Annual Value
of Difference

Percentage That
LASERS Is
Above or Below

Average Fees

per Survey
(in basis

Difference
(in basis

Asset Class

points*)

(in basis points)

Fee Stud

in Fees ***

30 (Aronson) Above 2.1 % .6 $12,684

30 (Chicago) Above 2.1 % .6 6,828

44 (Goldman) Above 49.7 % 14.6 166,294

Active Domestic 29 4 48 (Brandywine) Above 63.3 % 18.6 129,642

Equity ' 66 (LSV) Above 124.5 % 36.6 270,108

50 (Thomson) Above 70.1 % 20.6 142,346

35 (TCW) Above 19.1 % 5.6 54,712

77 (Westfield) Above 162 % 47.6 520,268

Pass-lve Domestic 31 6.4 (SSGA**-Russell Above 106.4 % 33 $9.702
Equity 2000)

Active 30 (Delaware) Below 24.5 % -9.7 -$87,785

International 39.7 30 (Templeton) Below 24.5 % -9.7 -93,605

Eaquit ’ 25 (Schroder) Below 37.1 % -14.7 -299,292

quity 30 (Nicholas) Below 24.5 % -9.7 -140,262

fgfgg‘%qui iy 573 68 (Schroder) Above 18.7 % 10.7 $181,579

17 (Loomis) Above 14.1 % 2.1 $62,370

Active Fixed 14.9 12 (Orleans) Below 19.5 % -2.9 -40,803

Income ’ 50 (Huff) Above 235.6 % 35.1 972,621

17 (Delaware) Above 14.1 % 2.1 73,479

Notes: * Basis points: 100 basis points = 1 percent.
** SSGA is an abbreviation for State Street Global Advisors, manager of three of LASERS’ index funds. For the
full names of LASERS’ investment managers, please refer to Exhibit 8 on page 25.
**%* Calculated the difference in fees by multiplying the difference in basis points by the market value as of June 30,
2004, obtained from LASERS’ investment report.

Sources: Prepared by legislative auditor’s staff using information obtained from Greenwich Associates, LASERS’ contracts
with money managers, and other information obtained from LASERS.

According to LASERS’ CIO, comparing LASERS’ fees with the Greenwich survey is
somewhat misleading because there are some problems with the Greenwich survey methodology.
First, LASERS falls into the asset class size of more than $5 billion. In this asset class of the
survey, Greenwich includes some systems that are much larger than LASERS. Larger systems
with more to invest with a manager can obtain reduced fee arrangements. Thus, these large
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retirement systems are reducing the average fees in the survey, and thereby making LASERS’
fees appear higher than if LASERS were compared to more similar sized systems. Second,
Greenwich does not separate small and large cap in some of the asset classes it uses. Small cap
management fees are higher than large cap fees, so it is important to differentiate between these
two classes when comparing fees. Third, the Greenwich survey fixed income class is not broken
into more than one category. The fixed income class includes high yield and global bond fund
managers, which typically have higher fees than domestic fixed income managers.

LASERS’ Consultant Fees Are Lower Than Average

LASERS paid its consultant $225,000 in fiscal year 2004. Similarly sized public pension
plans (more than $5 billion in size) pay their consultant an average of $275,000, according to the
Greenwich survey. Thus, LASERS pays 18% less in consultant fees than the average paid by
similar sized public retirement systems.

LASERS’ Custodian Fees Are Lower Than Average

LASERS paid its custodian $324,640 in fiscal year 2004. Similarly sized public pension
plans (more than $5 billion in size) pay their custodian an average of $1,300,000, according to
the Greenwich survey. Thus, LASERS pays 75% less in custodian fees than the average paid by
similar sized public retirement systems.

Exhibit 12 shows the fees that LASERS paid its investment managers, consultant, and
custodian during fiscal year 2004.

Exhibit 12
Fees Paid by LASERS to Its Investment Professionals
Fiscal Year 2004
As Percentage of Total
Type of Professional Amount of Fees Assets (in Basis Points)
Investment Managers $20,266,725 30.4
Investment Consultant $225,000 3
Custodian Bank $324,640 5

Notes: Total assets were $6,659,152,969, as of June 30, 2004.
Basis points: 100 basis points = 1 percent.

Source: Prepared by legislative auditor’s staff using LASERS’ audited financial statement for fiscal
year 2004 and information furnished by LASERS’ staff.
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SELECTION OF INVESTMENT PROFESSIONALS

Does LASERS use competitive, objective procedures with

performance based criteria to select investment managers,
investment consultants, and custodians?

LASERS uses competitive, objective procedures with performance based criteria to select
investment managers and its custodian. However, we were unable to evaluate the selection
process for the system’s consultant because of the length of time (11 years) that has elapsed since
it was selected. Overall, LASERS’ selection policies and procedures are in line with industry
standard criteria recommended by the Government Finance Officers Association (GFOA).

LASERS Has Formal Policies and Procedures for Selecting
Investment Managers, Consultants, and Custodians

We found that LASERS uses appropriate criteria for the selection of money managers
and custodian, including:

. Key personnel--experience and education

. History of investment performance versus appropriate benchmarks

. Number of years a firm has been in business and other information about the firm
. Fee structure

In a typical search using Request for Proposals (RFPs), LASERS will obtain information
concerning the above criteria. After LASERS receives responses to the RFP, staff analyze the
information to narrow down the list of potential managers. LASERS’ consultant performs the
same process. When staff and the consultant have narrowed down the list of candidates to three
or four finalists, LASERS’ staff and consultant perform due diligence site visits. The GFOA
recommends that retirement systems include in their investment policy the criteria used to select
money managers and other professionals. These policies increase the likelihood that the same
process will be consistently used in each search for an investment professional. LASERS’
vendor selection policies contain such criteria.

We reviewed the RFPs used by LASERS for hiring all of its present investment
managers. We found that a RFP process was used for all investment managers hired since July
2000, with seven exceptions. A RFP was not used in hiring five private equity managers;
however, LASERS had previously invested with these managers and therefore did not need to
repeat the RFP process. Also, a RFP was not used for a manager of two different index funds. A
LASERS?’ official informed us that funds were held temporarily in the index funds until a
manager could be selected to manage these funds.
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We reviewed investment committee minutes and selection documents for three
investment manager searches and the selection of a new custodial bank and found that LASERS’
selection methodologies adhered to GFOA criteria. We did not review the selection process for
LASERS’ consultant because of the length of time (11 years) that has elapsed since this firm was
selected.

-34 -



MONITORING OF INVESTMENT PROFESSIONALS

Does LASERS use objective procedures with performance based
criteria to monitor investment managers (including investment

performance and churning), investment consultants, and
custodians?

LASERS uses objective procedures and has properly monitored its investment managers
and whether they are churning the assets held in their accounts. In addition, LASERS has
properly monitored its consultant and custodian bank. There are monitoring policies for the
investment managers; however, no policies are in place for a formal annual review of the
consultant’s and custodian’s performance.

LASERS Effectively Monitors Investment Manager
Performance

GFOA states that retirement systems should continually monitor the work of investment
managers and that systems do the following:

. Compare performance to relevant benchmarks and peer groups

. Determine if the firm’s investment team is still in place

. Determine if the firm uses a consistent management approach (does not change
style frequently)

LASERS has complied with GFOA’s recommendations and has effectively monitored
investment manager performance. For example, LASERS has a system in place to ensure that
investment managers comply with LASERS’ investment policy guidelines. LASERS
communicates frequently with its consultant and the investment managers to keep abreast of any
personnel changes. Statistical measures are also compiled by the consultant on the assets in the
investment manager portfolios to help the LASERS board of trustees and staff monitor for any
changes in a manager’s investment style. LASERS’s investment managers are required to report
monthly on their actual performance and to reconcile their records to the custodian’s records.

In addition, the consultant prepares quarterly performance reports comparing each
manager’s rate of return over various time periods to those of the relevant benchmark index.
However, the rates of return reported are gross of fees. That is, the returns have not been
adjusted downward to reflect the quarterly payments made by LASERS to investment managers
for their services. Finally, LASERS’ investment policy has requirements for monitoring
investment managers.
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LASERS Monitors the Churning of Assets by its Investment
Managers

Churning is the practice of excessive trading in an account, which increases the
commissions earned by the broker handling the trades. LASERS has several controls in place to
guard against churning by its investment managers. First, managers are paid by LASERS based
on the amount of assets they have under management. This provider provides managers with an
incentive to increase the value of the account being managed for LASERS. The second control
used by LASERS is that commissions are paid out of the account overseen by the investment
manager. In practice, since churning increases the commissions that must be paid to a broker,
this churning would reduce the value of the account and thus lower the fee earned by the
manager.

With these controls in place, churning would probably only occur if the manager were
getting some financial incentive from the broker to churn the account or if the manager and
broker were affiliated in the same financial services company. LASERS uses a third control
during the investment manager search process. LASERS’ staff and its consultant evaluate
whether a potential manager has affiliated brokers.

Finally, LASERS’ custodian provides an annual report on the commissions paid for each
investment manager. A manager’s turnover ratio is another method to evaluate whether churning
is occurring. A high turnover ratio could indicate churning by the manager. However, we found
that LASERS does not review managers’ turnover on a regular basis. We reviewed the trading
activity of three managers for a quarter during fiscal year 2004 and found no evidence of
churning. Thus, it appears that LASERS adequately safeguards the system’s assets against
churning by investment managers.

LASERS Informally Monitors Its Consultant

LASERS does not formally evaluate the performance of the system’s consultant.
LASERS’ CIO stated that LASERS only formally reviews the consultant’s performance if there
are problems. However, the LASERS staff and board of trustees have frequent interactions with
the consultant and through this less formal process monitor the consultant and convey their
expectations to him. The GFOA recommends that consultants be evaluated based on how well
they monitor investment managers’ performance and whether the consultant’s reports are
accurate, timely, and relevant.

LASERS does not have a policy regarding the formal monitoring and evaluating of its
consultant. Policies should specify the frequency of evaluations and the criteria to be used in an
evaluation. For example, LASERS could annually rate the consultant’s performance in areas
such as:
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e Independence e Asset Allocation Monitoring
e Investment Research and Education * Monitoring of Manager Performance
e Asset Allocation Analysis e Overall Communications and Reporting

e Manager Search and Selection Process

A formal monitoring process would help ensure that the consultant focuses on possible
areas to improve service and/or broaden the services provided. Written policies will help ensure
continuity and consistency of consultant monitoring.

Recommendation 3: LASERS should develop and implement written policies for
formal consultant reviews (at least annually). These policies should state the frequency of
evaluations and the areas to be evaluated.

Management’s Response: LASERS agrees with this recommendation. LASERS
currently evaluates its consultant’s performance informally on a regular basis. LASERS will
incorporate formal annual reviews into its Statement of Investment Objectives and make this
review process a responsibility of the Board of Trustees. LASERS will develop a policy to
regulate annual consultant review as well as the areas to be evaluated.

LASERS Monitors Its Custodian Bank, but Could
Strengthen Its Written Monitoring Policies

LASERS monitors its custodian by requiring its investment managers and custodian to
reconcile their records on a monthly basis. LASERS also has an Investment Accounting
Division that reconciles the records of the custodian and managers to LASERS own records.
These reconciliation processes help to ensure that any breakdown in the custodial system
between annual financial audits will be identified on a timely basis. The investment-related data
provided by the custodian is relied upon by LASERS’ staff and its consultant to evaluate
investment manager performance, make recommendations to trustees, and report to external
parties. By properly monitoring its custodian, LASERS has ensured that the critical data are
reliable and accurate. LASERS also monitors how well the custodian handles problems with
transactions. LASERS has policies requiring reconciliation of records and system monitoring of
how well the custodian handles transactional problems.

In addition to reconciliation and handling of transactions, GFOA criteria provide that a
retirement system should also monitor its custodian based on the bank’s focus on custodial
business (as compared to other types of banking services) and the financial health of the
custodial bank. However, LASERS investment policies do not contain these two criteria. To be
consistent with GFOA recommendations, LASERS’ investment policy should state how
frequently LASERS will monitor its custodian’s focus on custodial business and the bank’s
financial health.
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LASERS’ CIO stated that the custodian is not formally evaluated unless there is a
problem. A formal evaluation of the custodian using predetermined criteria would help ensure
the custodian focuses on areas to improve service and/or broaden the services provided to
LASERS. It could also verify the financial condition of the custodian.

Recommendation 4: LASERS should develop and implement written policies for
formal custodial reviews (at least annually). These policies should state the frequency of
evaluations and the areas to be evaluated.

Management’s Response: LASERS agrees with this recommendation. LASERS
currently evaluates its custodian’s performance informally, and immediately contacts the
custodian when there is a problem. LASERS will incorporate formal annual custodian reviews
into its Statement of Investment Objectives, and make this review process a responsibility of
LASERS’ Investment Division, reporting to the Board of Trustees. LASERS will develop a
policy to regulate annual custodian review as well as the areas to be evaluated.
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If performance by investment managers, investment consultants, or

custodians is below relevant benchmarks, does LASERS take
corrective action?

LASERS does take corrective action for poorly performing money managers and for the
system’s custodian. The system has had the same consultant since 1993, and has not needed to
take any corrective action.

LASERS Takes Corrective Action When Investment
Managers Underperform

From fiscal years 2001 through 2004, five of LASERS’ non-alternative investment
managers underperformed their relevant benchmark index for at least one fiscal year. LASERS
terminated two of these managers and replaced two other managers when their contracts expired.
LASERS did not terminate the fifth manager because it expects this manager’s performance to
improve during fiscal year 2005. By creating and following policies for corrective action,
LASERS has ensured that poorly performing money managers receive prompt corrective action
and are held accountable for their performance.

GFOA recommends that systems develop a process for placing money managers on a
watch list or terminating them for reasons such as the following: key personnel changes,
portfolio characteristics, underperformance, and style deviations. LASERS’ investment policy
provides that underperforming money managers may be placed on a “watch list” in these
circumstances:

. Failure to comply with any of LASERS’ investment guidelines

. Significant changes in the manager’s firm

. Anticipated changes in LASERS’ structure

. Any other reasons which LASERS’ investment committee deems appropriate
. If a manager’s performance fails to meet certain benchmarks, over eight

consecutive quarters or for any eight quarters during a 10-quarter period.

LASERS Takes Corrective Action When Its Custodian
Underperforms

GFOA criteria state that the process of changing custodians should only occur over
planned intervals and should not be initiated in reaction to financial hardship of a custodian.
LASERS has complied with these criteria. LASERS was not satisfied with the performance of
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its previous custodian. The system terminated this custodian in late 2004 because of factors
unrelated to the custodian’s financial hardship.

LASERS’ investment policies contain no corrective action guidelines for the system’s
consultant or custodian. We discussed this matter with a LASERS’ official who pointed out that
both of their contracts contain 30-day notice of termination clauses in them. Also, the consultant
or custodian could be terminated for some of the same reasons that investment managers can be
placed on a “watch list.”

LASERS Has Not Needed Corrective Action for Its
Consultant

LASERS’ officials informed us that they have not experienced any significant problems
with their consultant.
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What role do alternative investments play in

LASERS’ investment portfolio?

LASERS has alternative investments in private equity and absolute return strategies
totaling almost $476 million, as of June 30, 2004, which constituted 7.3% of LASERS’ portfolio.
Alternative investments have historically produced higher rates of return than more traditional
investments. The approximate rates of return, net of fees, as of June 30, 2004, were 11.9% for
private equity (over a five-year period) and 1.58% for absolute return strategies (over a three-
year period). Alternative investments also provide diversification to a portfolio because they
may not move in the same direction as other types of investments. However, these investments
have disadvantages such as having higher management fees than traditional investments, and the
fact that monies invested can be tied up for 10 years or longer.

The percentage of LASERS’ portfolio allocated to alternative investments is higher than
an average of public retirement systems in the U.S. LASERS’ percentage of alternative
investments is also higher than six other state systems comparable in asset size to LASERS.

Alternative Investments Are Different From Traditional
Investments

LASERS had alternative investments in private equity and absolute return strategies
totaling almost $476 million, as of June 30, 2004, which constituted 7.3% of LASERS’ portfolio.
This amount does not include real estate investments, which were approximately $17.2 million.
LASERS has invested in four real estate funds but is phasing out its real estate investments.
LASERS’ investment policy provides that it will no longer invest in real estate once these four
funds liquidate. A description of private equity and absolute return (“hedge”) funds follows.

Private Equity investments attempt to take advantage of opportunities in the private
markets, by investing in business ventures. Private equity refers to investments other than direct
investments in publicly traded equities and bonds, mutual funds, or certificates of deposit. Some
categories of private equity investments are as follows:

. Venture capital refers to funds made available to start up firms and small
businesses with exceptional growth potential. Such investing usually means
buying early ownership in a company.

. Mezzanine financing is late-stage venture capital, usually the final round of
financing prior to an initial public offering of a company’s securities. Mezzanine
financing can combine debt and equity.

. Leveraged buyouts take place with the acquisition of a company or a division of
a large corporation, using borrowed funds.
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Absolute return (hedge) fund is a fund that invests primarily in publicly traded
securities. However, hedge funds are exempt from many of the rules and regulations governing
mutual funds. This condition allows these funds to pursue aggressive investing goals unavailable
to mutual funds. Hedge funds seek positive absolute returns, regardless of the performance of an
index or sector benchmark. Strategies and positions can include selling of securities (referred to
as “being short” on a company or a market in general), trading in commodities or options, and
using leverage (borrowing). Typically, a hedge fund manager can be long (purchase of securities
in anticipation of their rising in value) and also short (sale of securities in anticipation of their
decreasing in value) on an industry or sector of a market. Some categories of hedge fund
investing are as follows:

. Event-driven strategies take advantage of transaction announcements and other
one-time events, such as mergers or distressed securities (securities of a company
either reorganizing or very depressed in value for some other reason).

. Directional or tactical strategies can involve long/short positions, short sale
strategies, or market neutral strategies. A market neutral manager, for example,
might think that Lowe’s will outperform Home Depot. Thus, he/she would
purchase Lowe’s stock and simultaneously short (sell) Home Depot stock. If the
market and both stocks go down, as long as Lowe’s outperforms Home Depot, the
shorting of Home Depot’s stock will produce a net profit for the position.

“Fund of Funds” Diversifies Investments. A typical alternative investment vehicle is a
limited partnership. Such a partnership has a general partner who manages many investments
owned by the partnership. The investing retirement systems are the limited partners of a
partnership. If the partnership is formed for direct private equity investing, it may invest in 20 to
30 business ventures.

Most of LASERS’ alternative investments are in a “fund of funds,” which refers to an
investment fund that invests in a number of other investment funds. Such a fund is designed to
achieve greater diversification of investments than is available with a fund having only direct
investments. For example, if LASERS invests in a private equity fund of funds, the fund of
funds may own an interest in 20 other private equity funds. If each of these 20 funds has
invested in 30 ventures, then the fund of funds has investments in 600 (20 X 30) different private
ventures. A LASERS’ official estimated that with its alternative investments alone, the system
has investments in more than 4,000 ventures.

Advantages and Disadvantages of Alternative Investments

Alternative investments provide portfolio diversification because many of them are not
highly correlated with the typical investment held by LASERS (i.e., they do not always move in
the same direction). This condition means that if the stock or bond markets go down, the
alternative investments may not go down as much or may move in the opposite direction and
increase in value. A second advantage is the above-average returns these investments have
historically produced.
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One disadvantage of alternative investments is that their management fees exceed the
fees charged for non-alternative investments. The reason alternative investment managers can
command a higher fee is the historically higher rates-of-returns they have provided. Hedge
funds can also charge a performance or incentive fee in addition to the normal fee (percentage of
assets under management). These performance fees usually take the form of a percentage of the
profits that reduces the profits shared by other investors.

Other risks of alternative investments include:

. A lack of liquidity for investments made by the manager because the investments
are made for a long-term (particularly true for private equity)

. A lack of liquidity of an investor’s interest. An investor is usually unable to
withdraw from the investment or sell its interest; thus, an investor’s funds may be
tied up until (if) the investment manager makes distributions

. No assurance that the investments will be profitable because the investments are
speculative and have a high degree of business and financial risk. An investor
could lose all of the funds invested

. No investor input into management or the conduct of day-to-day business. The
manager of a fund typically makes all the decisions concerning investments, and
investors have no vote or other means of control over the manager’s decisions

. Reliance on key personnel of the manager. If one or more of these personnel
leave, the fund’s performance could be adversely affected

o No assurance that investments will be diversified

Another concern related to alternative investments is that their reported rates of return
may not be accurate and reliable. The fair market values of an alternative investment’s assets are
used to calculate the investment’s rate of return. Many of these assets are privately held and not
traded like securities on a public exchange where a fair market value is readily determinable.
Different techniques can be used to value these assets, which can result in two different
investment managers valuing the same asset at differing values. Since the accuracy of these
assets’ fair market values can be questioned, the rates of return reported for some alternative
investments may not be accurate and reliable.

Rate of Return for Private Equity is High (14%), but Low
(2.8%) for Absolute Return Strategies

The overall rate of return for private equity investments, gross of fees, is 14.2 % for a
five-year period ending June 30, 2004. The rates of return for LASERS’ private equity funds for
the past one, three and five years are shown in Exhibit 13 on the following page. Private equity
funds can take as long as 10 to 12 years to mature and liquidate, according to LASERS’ officials.
Therefore, using a five-year (and shorter) horizon to measure performance may be misleading.
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Another consideration to note with the performance data in Exhibit 13 is that they are
“gross of fees,” that is, the managers’ fees have not been subtracted from the rates of return. As
of June 30, 2004, LASERS reported the average management fee was 2.34% (234 basis points)
for private equity investments. So, net of fees, the rate of return for private equity has been
approximately 11.9% (14.2 - 2.3) for a five-year period.

The approximate overall rate of return for absolute return funds, gross of fees, is 2.8%,
for three years ending June 30, 2004. Obviously, this rate of return falls well short of LASERS’
actuarially assumed rate of return of 8.25%. The rates of return for LASERS’ absolute return
funds for the past one and three years are shown in Exhibit 14 on the following page. LASERS
has not invested for a five-year period with any absolute return investment manager. The
performance data in Exhibit 14 are presented “gross of fees,” that is, the managers’ fees have not
been subtracted from the rates of return. As of June 30, 2004, LASERS reported the average
management fee was 1.22% (122 basis points) for absolute return investments. So, net of fees,
the rate of return for absolute return strategies has been approximately 1.58% (2.8 - 1.22) for the
three-year period ending June 30, 2004.

Exhibit 13

LASERS Alternative Investments’ Performance
Rates of Return for Private Equity Investments

(As of June 30, 2004)

Investment Manager 1 Year 3 Years S Years
& Percentage Percentage Percenta

Adams Street Secondary -3.4 -5.6
Adams Street Primary* 12.7 -9.0 9.9
Adams Street V - LP Direct N/A N/A N/A
John Hancock* 17.9 -9.3 36.0
HIPEP Direct I11 25.0 -1.4 -3.6
HIPEP Partnership 111 19.2 4.4 -2.5
Harbourvest VI - Buyout 25.6 1.1 N/A
Harbourvest VI- Direct 34.1 -8.1 N/A
Harbourvest VI- PTNR 3.9 -16.8 N/A
HIPEP Direct IV 0.0 N/A N/A
HIPEP Partnership IV 13.3 N/A N/A
Pathway Capital Management* 45.0 7.9 10.7
Huff Alternative Fund 81.9 13.0 N/A
ERASMUS N/A N/A N/A
Williams Capital N/A N/A N/A
Total Private Equity 16.9 -7.6 14.2
Nominal Benchmark 17.0 17.0 17.0
Note: * The rates of return for a six-year period for Adams Street Primary is 9.6%; for John Hancock,
37.9%; and for Pathway Capital Management, 13.5%.
Source: Prepared by legislative auditor’s staff using LASERS’ investment report for periods ending
June 30, 2004.

-44 -



ALTERNATIVE ASSETS

Exhibit 14

LASERS Alternative Investments’ Performance
Rates of Return for Absolute Return Strategies*

(As of June 30, 2004)

Investment Manager 1 Year 3 Years 5 Years
: Percentage Percentage Percentage
1.9 1.1 N/A

Arnhold & S. Bleichroeder . .

Kellner, Dileo & Co. 4.3 2.2 N/A

Kellner, Dileo & Co. Convertible Arbitrage -4.3 N/A N/A

Total Absolute Return 5.3 2.8 N/A
Nominal Benchmark 13.0 13.0 N/A

Note: * LASERS had absolute return investments with two other managers, PAMCO and K2 Advisors LLC,
for less than a year as of June 30, 2004. Therefore, these two managers were not included in this exhibit.

Source: Prepared by legislative auditor’s staff using LASERS’ investment report for periods ending June 30,
2004.

LASERS Has a Higher Percentage of Alternative
Investments Than Other Public Retirement Systems

Wilshire Consulting (Wilshire Associates Incorporated) publishes an annual survey of
state retirement systems. In Exhibit 15 below, we compared LASERS’ levels of alternative
investments to averages obtained from the 2004 report of Wilshire Consulting. Exhibit 15 shows
that when compared to other public retirement systems across the U.S., LASERS’ percentage of
private equity/hedge fund holdings (5.7%) was slightly higher than the average (4.68%) and
median (3.9%). LASERS’ alternative investments increased to 7.3% of the total portfolio, as of
June 30, 2004.

Exhibit 15

Comparison of LASERS’ Alternative Investment Holdings to Other
Public Retirement Systems

Through June 30, 2003*
Private Equity and
Absolute Return Investments
Retirement System as Percentage of Total Portfolio

LASERS 5.70
Average 4.68

High 18.0
Median 3.90

Note: *Some of the retirement systems’ report dates included in these statistics were not
as of June 30, 2003.

Source: Wilshire Consulting (Wilshire Associates Incorporated): 2004 Wilshire Report
on State Retirement Systems.
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We also compared LASERS to retirement systems that are similar in asset size to
LASERS. Exhibit 16 shows a comparison of LASERS to these systems using data taken from
the 2004 report of Wilshire Consulting. Of the seven systems, LASERS had the largest
percentage of holdings in private equity and absolute return strategies. Montana’s Board of
Investments had nearly the same amount of private equity/absolute return holdings as LASERS.
Three state systems own no private equity and absolute return investments.

Exhibit 16

Comparison of LASERS’ Alternative Investment Holdings
to Similar Sized Retirement Systems

(as of June 30, 2003)
Private Equity and
Absolute Return Investments
Retirement System as Percentage of Total Portfolio
LASERS 5.7
Indiana State Teachers’ Retirement Fund 1.0
Missouri State Employees’ Retirement System 2.9
Montana Board of Investments** 5.6
New Mexico Teachers’ Retirement System 0.0
Oklahoma Teachers’ Retirement System 0.0
West Virginia Investment Management Board** 0.0
Note: ** The Montana Board of Investments and West Virginia Investment Management Board administer
several retirement systems in each of the two states.
Source: Wilshire Consulting (Wilshire Associates Incorporated): 2004 Wilshire Report on State Retirement
Systems.

- 46 -
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Does LASERS employ adequate policies and procedures to ensure
that primary decision makers (board members, key system staff,

money managers, custodians, and consultants) avoid conflicts of
interest as well as the appearance of conflicts of interest?

The policies and procedures of LASERS may not always ensure that primary decision
makers avoid conflicts of interest as well as the appearance of conflicts of interest. We found
several instances where gifts were accepted by LASERS’ staff, trustees, and consultant from
investment managers, a possible violation of the Louisiana Code of Governmental Ethics. In
addition, LASERS’ trustees, staff, and consultant accepted meals from its investment managers,
consultant, and custodian.

LASERS does employ policies and procedures to help ensure that investment managers
and consultants avoid potential conflicts of interest. LASERS does not employ adequate policies
or procedures to ensure disclosure and proper treatment of potential conflicts of interest with its
consultant.

LASERS Could Strengthen Controls to Prevent Conflicts of
Interest by Its Key Staff and Trustees

LASERS does not employ adequate policies and procedures to ensure that key staff
members and trustees avoid potential conflicts of interest. As a result, we found that members of
LASERS’ staff and trustees may have violated the Louisiana Code of Governmental Ethics by
accepting gifts from investment managers hired by LASERS.

We asked LASERS’ investment managers, custodian, and consultant to identify any
items of economic value provided to staff and trustees at LASERS during the period from July 1,
2003, through September 30, 2004 (15 months). We also asked key staff members and trustees
for a list of anything received from these investment professionals during the same time period.
Based on the responses we received, we found that the LASERS staff and trustees received
several different items including a cigar, hats, bottles of wine, and books. Exhibit 17 on the
following page shows the values of all gifts received by LASERS’ staff, who provided it, and on
what date. While the dollar value of these gifts is only $701, the Louisiana Code of
Governmental Ethics (R.S. 42:1115) specifically provides that no public servant shall accept any
thing of economic value as a gift from any person, if the public servant knows or should know
that the person is seeking to obtain contractual or other business or financial relationships with
the public servant’s agen